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How to tell the zigs from the zags 1 
The backing off of short-term interest rates from their 
1980 peaks is clearly an encouraging sign. But even if 
that downtrend persists, it can’t be safely assumed that 
no lasting harm was done to the economy. Moreover, 
dangers of another round of more rapid inflation are real, 
and it poses a policy dilemma for the incoming Reagan 
Administration. 


Farm profits: Why the going got tougher in’80 5 
Some farmers may have done well last year, but for the 
majority of crop and livestock producers, 1980 was a 
time of plunging net income. The prospects for this year 
are a lot brighter, however, and farmers may be able to 
recoup all of last year’s loss. But the outlook for con- 
sumer food prices is not as rosy, and the 1981 increase 
could be higher than the general rate of inflation. 


What didn’t light the fire under interest rates 8 
Interest-rate gyrations this year have money-market 
participants baffled. They’re unsure whether the push 
came from greater demand for credit—which seems 
unlikely—or a dearth of funds available. But, while the 
jury is still out, the evidence points to a reaffirmation 
of their hunch—that the supply side was the disrupting 
element. 


Taking a second look at third-world debt 10 
The developing countries are now struggling to make 
the adjustments required by the 1979-80 oil-price shock, 
the world business slowdown and high interest rates— 
which have added to their burden of foreign debt. But 
these adjustments will permit them to continue meeting 
their debt obligations; they hold no threat for the 
international financial system. 


The greening of a tax-rate cut 1 
President Reagan has reaffirmed his campaign pledge to 
reduce tax rates for individuals and corporations. Now 
it’s the timing of those cuts that seems to be generating 


controversy. The arguments in favor of a prompt rate 
cut are powerful and, even if government spending isn’t 
trimmed first, the risks involved are slight. 


How a U.S. fever chilled the world economy 5 
Once again, business cycles of most industrial nations 
turned down together, synchronized by the oil-price 
shock of 1979-80. A second impetus toward recession 
came from a further tightening of restrictive monetary 
policies in many countries. They were reacting to 
erratic swings in U.S. money growth, transmitted abroad 
by the currency markets. 


Canada tries to rewin the West 8 
The National Energy Program has brought to a boil the 
long-standing dispute between the federal and provinciai 
governments over the division of power—and wealth—in 
Canada. Reform of the constitution and formulation of 
an energy policy appear to be stymied until the two 
sides can agree on a genuine working partnership. 


PIONEERS: X. - Part 1. Karl Marx 

But the revolution came first... . 10 
As an economist, Marx suffers because he put revolution 
above reason. His charge that workers are exploited by 
capitalists rests solely on his labor theory of value. But 
that very defective theory fails to predict prices and puts 
Marx in a tight corner. 
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Can Reagan put it all together? 1 
So far, attacks on the Administration’s program have 
been of two kinds: one clairns that its tax-cut proposals 
are inflationary; the second that the proposals for 
accelerating growth are based on untested theories. But 
both charges are wide of the mark. The first disregards 
the role of monetary growth and the second neglects the 
withering influence of government's visible hand. 


Profits ‘80—they could have been a lot worse 4 
Despite the healthy upswing in corporate sales last year, 
total after-tax profits barely managed to inch ahead of 
the 1979 level. And, when inflation is factored out, 
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earnings actually fell, according to Citibank’s preliminary 
tally of 1980 corporate earnings. 


The country goes on the Washington Diet 6 
The Administration has readied a package of cuts in 
spending and taxes aimed at halting the long trend 
toward government domination of the private sector. 
Its tax program will enhance the incentives to work and 
produce; the budget reforms would reverse the federal 
government’s tendency to grab an ever-greater share of 
GNP. 


Commodities: The fall and rise of a price index 8 
The recent decline in certain raw commodity prices sig- 
nals that the law of supply and demand still works. The 
basic reasons behind the slide include the surge in interest 
rates, the depressed U.S. economy and the prospect of 
bountiful domestic crops this year. 


Money—when less is better 10 
Although it is attracting little attention, President 
Reagan’s monetary policy—which consists of specific 
recommendations to the Federal Reserve authorities— 
is a new and important departure. It calls for a gradual 
but drastic reduction in the rate of monetary growth. 
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Prepaying the piper 1 
Signs of a weakening economy are becoming more 
apparent, as well as more plentiful. But nobody seems 
terribly concerned about the prospect of slower growth 
envisioned by the Administration’s forecast. Evidently, 
most people consider that a business slowdown is 
preferable to persistently high rates of inflation. And 
they are ready to pay that price. 


Can OPEC stanch the overflow? 5 
For the first time since 1973, the members of OPEC 
are facing a severe challenge: They must sustain average 
crude oil prices in the face of slower growth in world 
consumption. As usual, the outcome hinges on the line 
that Saudi Arabia ultimately takes. Eventually, a com- 
promise among its members could set the stage for 
the introduction of OPEC’s long-term price indexation 
scheme. 


Profits ‘80—the year of the seesaw 6 
Citibank’s latest annual survey of corporate profits 
paints a picture of relatively little change from 1979. 
Average after-tax earnings were up 2.0%. But, as is so 
often the case, averages can mask wide swings. Last 
year’s results comprised record earnings and all-time 
losses. And, when inflation is factored in, profits 
actually declined. 


Capital choice: lathes vs. living-rooms 11 
There is talk of a conflict between investment in home- 
building—for long favored by the federal government— 
and investment in fixed business capital. The U.S. 
housing stock is not inordinately large as a share of total 
capital. But it is evident that futile federal efforts to 
accelerate housing growth—especially the Regulation Q, 
interest-rate ceilings—depress the supply of savings and 
so contribute to the recent slowing of business capital 
growth. One remedy is to grant business investors the 
same tax advantages enjoyed by homeowners. 


MAY 


Bad news drives out the good 1 
Despite a marked cooling of inflation—and the prospect 
of more to come—the markets are focusing instead on 
the recent spurt in money-supply growth. They seem to 
fear that the Fed will renege on its pledge to rein in the 
rate of price increase. And it’s this concern that’s power- 
ing the renewed rise in interest rates. 


Reg Q—Quicksand for the small saver 5 
Based on a shaky argument that has long been dis- 
credited, Reg QO is just one more intrusion by govern- 
ment in the marketplace that shouldn’t have happened. 
It ignores the fact that changes in interest-rate levels are 
caused by forces that ceilings can’t control. Moreover, 
it results in bald discrimination against small depositors. 


Pioneers: X.—Part 2. Kari Marx 8 
Where the prophet was at a loss 

In Volume | of Capita/, Marx held that the prices of 
commodities are strictly proportional to the necessary 
labor time embodied in them. But in Volume III, Marx 
switched ground and argued that market prices were 
equal to the costs of production plus an average rate of 
profit. He tried to reconcite the two theories in a manner 
consistent with the maintenance of overall equilibrium, 
but failed. 


Why Japan is luring investors 13 
The recent large-scale influx of foreign capital into Japan 
has more than filled a gaping hole in the country’s 
balance of payments. But even though their economy 
has been performing well and inflation is low, the 
Japanese fear this money tide will recede as suddenly as 
it flowed in. 
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The money cure—why less is more 1 
Some foreign governments believe that U.S. interest 
rates could be lowered by another acceleration of mone- 











tary growth. But after more than a decade and a half 
of worldwide inflation, that policy would be about as 
effective as tossing gasoline on a fire. The only sure cure 
for the problems caused by deep-seated inflation 
expectations is the persistently tight control of money. 


How to inflation-proof tax cuts 8 
Both liberals and conservatives have, at various times, 
argued that tax cuts and fiscal deficits are, per se, 
inflationary. But that proposition is false. Evidence 
drawn from Citibank’s econometric work makes it 
clear that tax cuts need not give a boost to prices so 
long as the Fed desists from its practice of monetizing 
part of the federal debt over time. 


PIONEERS: X—Part 3. Karl Marx 10 
Goldbug on the barricades 

Karl Marx championed the gold standard for two very 
practical reasons. As ‘the universal equivalent,’ gold 
fitted in well with his labor theory of value. And he 
also used gold as the basis from which to attack paper- 
standard advocates as ‘utopian’ monetary cranks. Also 
of interest are Marx’s ideas about the causes of economic 
crises—even though they are contradictory. 


Press on, regardless 1 
Business activity decelerated markedly this spring. While 
the slowdown doesn’t bode well for the growth of 








personal income and the overall economy, it could goa 
long way toward cutting the props out from inflation 
and interest rates. But it will be up to the Fed to resist 
the cries for a monetary easing, and stick with its stated 
goal of monetary moderation. 


What the Fed's foreign critics overlook 6 
The view widely expressed in Europe is that the Fed 
is concentrating too narrowly on control of the U.S. 
monetary aggregates. But this view seems to ignore 
both the risk involved in any deviation from the Fed’s 
tight-money policy—and the effectiveness of such 
control, consistently applied. 


What put housing on hold 9 
The slump in construction has been laid at the door of 
higher mortgage interest rates. But while these are 
always a factor, other economic changes play an 
important role in the level of housing activity. 
Demographic shifts, income levels and expectations 
about future income are almost as basic. 


Defense—sci-fi in the sky? 12 
Some people in the money markets fear that President 
Reagan’s 5-year, $1.5 trillion defense budget will speed 
up inflation. But there is little substance to those con- 
cerns, which are based on a faulty analogy with Vietnam. 
Far more serious are the problems that spring from 
rapidly changing weapons technology and the lack of 
flexible strategies. These problems must be solved to 
assure military effectiveness. 
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